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October 31, 1991

Mayor Herbert R. Drinkwater, Members of the City Council and
City Manager Dick Bowers:

This is the second of three reports which presents findings related
to the City's utility account management practices. It examines
the water services contract between the City and a private vendor
(Scottsdale Water Service Company) and the contract between
Scottsdale Water Service Company and a service provider (Envirotech
Operating Services, Inc.). This project was originally approved by
the Audit/Finance Committee in October 1988. 1In April 1989, the
City Council authorized a contract with Tri Stem, In¢. to assist
this Office in the completion of the review.

EXECUTIVE SUMMARY

Between 1986 and 1990, SWSC and EOS overcharged the City $367,236.55 including
interest. When brought to the attention of management, both firms refunded amounts questioned.

By contract, SWSC is required to exercise diligence in the management of EOS operations
at a water treatment plant in north central Scottsdale. The agreement is designed to promote
operational efficiency for the City.

Because SWSC contract administration efforts were inadequate, substantial City audit costs
were incurred. Recommendations are made to City management to seek reimbursement for these
costs from SWSC and to assume a more active posture in the oversight and auditing of billings.

As of July 1991, the City received $367,236.55 from SWSC and EOS.
Savings related to reducing or avoiding recurring costs are
estimated to exceed $42,000 per year and will be realized by the
City exclusively.

As required by contract, Tri Stem receives $179,945.91 as
compensation for its efforts. The remainder would be available to
support general operational efforts in the City; however, since
these refunds were derived from specific user rate based systems,
crediting the Water and/or Sewer Enterprise Funds would be
appropriate.

3939 CIVIC CENTER BOULEVARD m SCOTTSDALE, ARIZONA 85251 m PHONE (602) 994-2600
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Billings submitted by SWSC for EOS and other service providers were
reviewed for accuracy. Refunds were pursued where discrepancies
were suspected. Contract calculations and interpretations were
investigated to verify legitimacy. After some initial questions,
management personnel from both EOS and SWSC worked to address
issues related to suspected errors. City staff from the Water
Resources and Financial Services departments, the City Attorney's
and the City Manager's offices participated in this review.
Responses to the audit are presented in Appendix D.

This audit was conducted in accordance with Generally Accepted
Governmental Auditing Standards as they relate to contract audit
services and the germane requirements specified’ in Article III
Scottsdale Revised Code Section 2-117 et seqg. and with standards
applicable to utility auditing and refund collection efforts. All
settlements were approved by the City Auditor under authority of
the City Council.

The body of this report is divided into two sections. The first
deals with findings and observations associated with the City's
contractual relationship with SWSC and EOS. The second presents a
summary report and the findings developed by Tri Stem. Existing
contract management practices were found to. be inadequate.
Substantive billing adjustments were needed and verified. Copies
of Tri Stems detailed analysis are on file in both this Office and
with the City Clerk for public inspection.

This report examines the billing procedures and practices employed
by SWSC, EOS and the City between December 1986 and June 1991. It
did not include an analysis of any other contract provisions which
are under review and will be released as a separate report once
fieldwork and associated discussions are completed.

Respectfully submitted,

Mlichael 1. Ashcraft/ CIA/CFE

MILA:Gail Crawford, CPS
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SUMMARY OF FINDINGS AND OBSERVATIONS

In 1984, the City contracted with SWSC to construct, operate
and evéntually own a water treatment plant in north central

Scottsdale. (See Insert.)

Financing for the project was provided

by bonds through the Industrial Development Authority of the City

of Scottsdale, Inc.

The City's obligation to the pay debt service

and these bonds is part of the contract privatization agreement.

This privatization
effort was designed
to allow the City to
provide for a needed
water treatment
facility quickly and
with reduced up-front
costs. The contract
specifies the duties
and responsibilities
of each party. SWsC
operates the facility

through EOS as the

"Contract Operator."
The contract assigns
plant management
responsibility to
SWSC as part of the

SWSC WATER TREATMENT PLANT
(8660 E Union Hills Drive)

1 This facility was built under a limited

- Y L

partnership by SWSC in 1987. It
processes approximately 18 million
gallons of water per day.

7.5 percent fee paid by the City. This recompense was recognized

as payment for economical and effective service:

- The Operations and Maintenance Contract (with EOS)
...shall contain such provisions as in the judgment
of the City and SWSC will assure that SWSC and the City will obtain
careful and competent operation and maintenance of the Facility...

- SWSC shall diligently supervise the Contract Operator [EOS] to assure that the Operations
and Maintenance Contract is performed efficiently....

- SWSC hereby agrees diligently to perform all such services in accordance
with terms of this Service Agreement....

(emphasis added = See Appendix B)
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Recognizing this responsibility, SWSC employed the services of
a local CPA flrm to monitor contract billings to the Clty. These
reviews were represented as attestations designed to ensure
accuracy and were charged to the City along with SWSCs other fees.

Based on independent City audit research, SWSCs billings were
found to be in error. Between December 1986 and March 1990, EOS
overcharged the City $340,780 (including interest) to which SWsc
added its 7.5 percent management fee bringing the City's costs to
$367,236.55. (See Appendix C for copies of associated checks.)
Once this overcharge was brought to the attention of SWSC and EOS,
both -firms acted aggressively to reimburse the City with interest.
However, the cost of determining this error fell on the City
because of SWSCs lack of diligence.

RECOMMENDATION(S)

1. The City Manager in consultation with the City Attorney should
seek reimbursement for costs realized by the City caused by
SWSCs lack of diligence.

2. The Water Resources General Manager should take steps to 1mprove
. the Clty s scrutiny of SWSC billings by:

a. expanding his staff's ability to rigorously review all
Contract related charges and/or

b. assuming all audit duties directly which are currently belng
performed by SWSC. .

ABBREVIATED RESPONSE(S)

1. Agree. City Manager's office will pursue immediately.

2. Partially agree. The Water Resources Department must be
cautious not to assume SWSC responsibilities as provided in the
current contract. Therefore, Water Resources will retain an

independent outside auditor to review SWSC records annually,
beginning this fiscal year.
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Mr. Michael Ashcraft, GCity Auditor
City of Scottsdale

3939 Civic Center Boulevard
Scottsdale, AZ 85251

Dear Mr. Ashcraft:

This letter and the attached comments are submitted as final report on Tri Stem’s
review and analysis of billings from the CAP Water Treatment Plant Project as
performed during the period June 21, 1989 through May 7, 1991. Our discussion
report dated (January 21, 1991) reviewed contract compliance and contained
specific data and details which we will not reiterate now. Instead, we will
attempt to summarize the most significant points. '

SCOPE OF THE WORK PERFORMED

The City of Scottsdale contracted with Scottsdale Water Service Company (a
limited partnership) to construct own and operate a water treatment plant funded
as an Industrial Development Authoriﬁy water treatment plant prlvatlzatlon
project. Scottsdale Water Supply Company, in turn, contracted with Envirotech
Operating Services, Inc. to operate the fac111ty' The contract between
Scottsdale Water Service Company (SWSC) and Envirotech Operating Services, Inc.
(EOS) is dated December 23, 1986 and water production began during the latter
part of April, 1987. ‘

Billings for services are prepared by EOS and routed through SWSC where a
consolidated service fee invoice is prepared. This invoice includes debt service
charges, management fees, and various office and administration expenses.

Tri Stem was directed by the City Auditor to review these contractual
relationships, to determine accuracy of reporting and to reconstruct and compare
costs as billed (during the period December 23, 1986 through March, 1991) with
costs computed by EOS and approved by SWSC. Any and all discrepancies which
could be referenced to the contract were to be pursued and any refunds due the
City were to be collected.

BASIC CONTRACTUAL REQUIREMENTS

The agreement and formula for computing monthly service payments are found in
Exhibit B of the contract between SWSC and EOS. As described in the contract,
there is first a base payment comprised of fixed and variable costs adjusted for
volume fluctuations and adjusted for inflation based on the consumer price index
(CPI) in the Phoenix area.

Secondly, there is a variable price payment for chemicals and electricity, also
adjusted for inflation and price changes via index computations. The entire
variable pricing function is wrapped in a prescribed incentive cost savings
computation that was to be divided 50/50 between EOS and the City. It is based
on any savings realized on chemicals and electricity when compared to a computed
baseline budget amount.

ACCOUNTS PAYABLE ANALYSIS

7543 Bosque Blvd., Suite H » Waco, TX76712 » 817-776-2030 « 1-800-234-7937 + FAX 817-776-4290
3
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The contract also calls for a test period in which the City would be charged for
.the initial estimated chemicals and electrical costs as prepared by EOS and
reviewed and approved by SWSC and the City. Any amounts in excess of the actual
costs were to be refunded to the City each calendar quarter. The test period was
apparently agreed to as fifteen months beginning April, 1987. No written
documentation could be provided that stipulated this test period.

SPECIFIC FINDINGS OF THE REVIEW

Envirotech Operating Services, Inc. has offered and we have advised that the City
accept a refund of $340,780 which is comprised of $268,519 in overcharges and
$44,528 in interest at 8 % from point of error, and $27,733 to repurchase the
initial inventory charged to the City. SWSC has agreed to refund management fees
of $25,647 and other miscellaneous refunds of $810 for a grand total of $367,237.
Revised computations and formula relating to future billings should save the City
an estimated $38,000 per year based on the production of 4,300 mg and savings of
$8.09 per mg coupled with reduction in fixed base price of $4,200 per yeéar.

.

The Vendor’s Billing Process

The most significant finding of the review involved a failure on the part of EOS
to correctly compute and apply fixed and variable electrical elements.. Per
contract, the fixed element is described as 575 KW, and 91,250 Kwh/month for
demand and fixed energy. When these amounts are computed using Arizona Public
Service Company rate schedule E-32, the initial fixed costs should have been
$112,837 per year (mot $45,343 as computed by EOS) as indicated on page B-8 of
the contract. This substantial understatement of the fixed electrical costs
caused an overcharge in the variable element of the bill.

The mnext most significant finding relates to the markup of chemicals and
electrical costs by 28.2%. We are unable to find any clear reference to an
allowed markup percentage except for an example on the last page of the contract
which partially supports a claim for an approximate 17 % markup. EOS agreed to
reduce markup on chemicals and electricity to that level and refund the
difference.

We also noted that EOS had charged the City for an initial inventory of chemicals
in the amount of $27,733. Although there are no provisions in the contract for
the City to assume the cost of a chemicals inventory, EOS believes transfer of
such cost to the City is an "industry practice." 1In order to substantiate the
approximate value of such inventory, Tri Stem and City employees made an
unannounced visit to the facility and: observed a physical inventory count which
left 1little or mno doubt that inventory amounts were reasonable and were
approximately correct as to dollar value. EOS has agreed to pay the City $27,733
for the initial inventory with the understanding that EOS will own the inventory

of chemicals.

Finally, the contract provides that the Consumer Price Index for Urban Wage
Earners in Phoenix should be used to adjust for inflation. However, this CPI-U
for Phoenix is not prepared by the Bureau of Labor Statistics. EOS assumed that
since a Phoenix CPI-U did not exist, Los Angeles’ should be used by default. We
argued that the GPI-W prepared by Arizona State University would bear more
relevance to actual inflation costs in the Scottsdale area. By using this local
index, the City would have saved $7,000 - $8,000 over the time period in
question. EOS agreed to use the local index beginning July 1, 1990.




Program Management (SWSC)

Scottsdale Water Service Company's apparent principal function is to administer
the contract for operation of the water treatment plant. In accordance with the
contract, the City pays a management fee of 7.5% plus various administrative
costs and expenses. During the period of time under examination, the total
management fees paid were approximately $276,172 plus $55,528 (without the 1990
audit fee) for accounting and auditing services from local and national Certified
Public Accountants. Neither management nor the accountants uncovered the billing

errors noted above.
City Staff

Billings, as passed through from SWSC, were paid by City staff members as
required by contract. Questions were raised, on occasion, regarding clerical
. accuracy and various elements of the bills (such as audit fees). However, staff
did not attempt to reconstruct basic costs or to compare any reconstructed costs
with billings as received and paid, or with the contract. Staff apparéntly
assumed that SWSC billings were correct. '

To some extent, the inability to reconstruct costs and/or to adequately review
billings is attributed to a lack of documentation offered by EOS (as routed
“through SWSC to the City). Lack of documentation was a serious impediment to
completion of our review.

The City could begin by insisting on complete documentation, and, if necessary,
it could refuse to approve bill payments until needed documents were secured.

RECOMMENDATIONS FOR THE FUTURE

1. Exhibit B of the contract between SWSC and EOS for operation of the water
treatment.plant is in serious need of complete overhaul and the City must
take an active part in that process.

Although an incentive billing program may be admirable in theory, such
programs have absolutely no chance of success unless they are simplified to
the point. that all parties completely understand them and particularly
understand the computational elements. As presently outlined in Exhibit B
of the contract, it is highly unlikely that any of the parties fully
comprehend (and certainly they don't agree) what the contract calls for in

the way of billings.

In view of this status, we seriously recommend the formulas and incentive
program be junked and that mnew and fresh approaches, that are easily
understood and computed, be applied. A revised agreement should be very
specific in regard to what the City is to pay.

In this regard, we recommend the City take over payment of the electrical
portion of the facility costs. The City qualifies for a municipal water
pumping rate from Arizona Public Service Company which is not available to
SWSC or EOS. The approximate cost for water plant electricity as computed
using rate E-32 (Standard General Service Rate) is $51,100 per year whereas
rate E-221 (Municipal Water Pumping Rate) would cost approximately $42,800
with a net annual savings of $8,300.

5




2. Communications between the City and EOS are hampered, to some extent, by the
requirement that all communications be channeled through SWSC. We recommend
a more direct communication between EOS and the City and such communication
should perhaps take the form of routine and recurring conferences.

3. At the least, the City should hire and direct the performance of accountants
and auditors who audit SWSC and who provide services related to the review
of billings of the water treatment plant operator (EO0S). Direction, in the
form of specific objectives to analyze compliance with contractual
requirements, should be provided by the City.

We have reviewed billings as currently being presented and have noted that EOS
has adjusted the variable billing rate to $63.19 per mg and has made the agreed
adjustments to fixed base price.

We thank you for the opportunity to serve the City of Scottsdale and if we can
provide further information regarding this matter, please be sure to contact us.

Sincerely,

oe’:zzy Y/ Presid&nt

Tri-Stem, Inc.
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FRIORITY
CLASSIFICATION

1

APPENDIX A
DEFINITIONS OF PRIORITY
CLASSIFICATIONS FOR AUDIT
RECOMMENDATIONS

DESCRIPTION
Fraudulent practices or other serious violations are being or have been
committed resulting in significant financial or equivalent non-financial

losses to the City.

The potential for incurring significant financial or equivalent non-
Jinancial losses exists.

Administrative; operational, or programmatic process can be improved,
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APPENDIX B
Excerpt From:
CITY OF SCOTTSDALE CENTRAL ARIZONA PROJECT
WATER TREATMENT FACILITY SERVICE AGREEMENT
By and Between
CITY OF SCOTTSDALE, ARIZONA
and
SCOTTSDALE WATER SERVICE COMPANY LIMITED PARTNERSHIP

1. ARTICLE IV - OPERATION AND MAINTENANCE OF THE FACILITY
(4.1. The Operations and Maintenance Contract) page 25

2. ARTICLE IT - ENGAGEMENT OF SWSC
(2.1 Engagement for Services) page 14
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ARTICLE IV

OPERATION AND MAINTENANCE OF THE FACILITY
4.1. The Operations and Maintenance Contract -—

(a) SWsC shall operate the Facility through the Contract
Operator under the terms of the Operations and Maintenance
Contract. The Operatlons and Maintenance Contract shall be
approved by the Clty prior to its execution by SWSC and shall
contain such provisions as in the judgment of the City and
SWSC will assure that SWSC and the City will obtain careful
and competent operatlon and maintenance of the Facility,
including a provision allowing the City to periodically
inspect and copy the accountlng and other books and records of
the Contract Operator in a reasonable manner. Performance of
its obligations under the Operations and Maintenance Contract
by the Contract Operator shall, to the extent relevant,
constitute performance by SWSC of its obligations hereunder.

(b) SWSC shall diligently supervise the Contract 0perator
to assure that the Operations and Maintenance Contract is
performed efficiently and that repairs and malntenance are
promptly and correctly carried on in a manner consistent with
the long-term maintenance of the Facility and directions
provided by the City. In the event that the Contractor
Operator institutes or has instituted against it a proceeding
in bankruptcy or for insolvency or for any reorganization,
arrangement, debt adjustment, liquidation or receivership, in
which it is alleged that the Contractor Operator is unable to
meet its debts as they mature, SWSC shall ensure that such
proceedings do not cause a stoppage of the Facility's
operations and the Operations and Maintenance Contract shall
contain provisions calculated to ensure such result to the
extent possible under applicable law.

(c¢) The City may at any time give notice to SWSC to
correct any defects in the Contract Operator's performance
under the Operations and Maintenance Contract and may require
SWsc, upon 90 days notice, to hire a replacement Contract
Operator in the event the Operations and Maintenance Contract
is not performed eff1c1ent1y and that repairs and maintenance
are not carried on in a manner consistent with the long-term
maintenance of the Facility.

10




"—— — ra——

ARTICLE II

ENGAGEMENT OF SWSC

2.1 Engagement for Services

The City hereby contracts with SWSC to purchase from it the
services hereinafter described at and for the compensation herein
stated, and SWSC hereby agrees diligently to perform all such
services in accordance with the terms of this Service Agreement and
for the City's annually renewable promise to pay such compensation.

_.14_

11
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1.
. ' Mellon Bank N.A.
Envirotech Operating Services, Inc. Pittsburgh, Pannsylvania 0 0 9 4 7 9
E§S 1165 Northchase Parkway * Suits 325
Maristta, GA 30067 CONTROL

404-963-6005 CHECK DATE NUMBER

KR

4-23-91 Y 313,047.00

pay THREE HUNDRED THIRTEEN THOUSAND AND FORTY_SEVEN DOLLARS*****************

éMzﬁ;

‘TOTHE  qpE CITY OF SCOTTSDALE AND
OF SCOTTSDALE WATER SERVICE COMPANY .

AUTHORIZED SIGNATURE

#009L 79" 120L330L60ME  L7Em 22930

2.
ENVIROTECH OPERATING SERVICES 149867
( GUR REF.NO. ~NOUR INV. NO. TVOICE DATE TNVOICE AMOUNT AMOUNT PAD DISCOUNT TAKEN NET CHECK AMOUNT )
Final Settlement tri-Stem audit
Scottsdalp plant 27,733.00 27;733.00 27,733.00
‘ : MELLON BANK N.A. )
; ENVIROTECH OPERATING SERVICES PITTSBURGH, PA 15238 14967
WESTERN REGION 80-160-433 !
: 400 S. EL CAMINO REAL, SUITE 585 CHECK DATE CONTROL NO. CHECK AMOUNT
SAN MATEO, CA 94402 ‘o
: PH. 415-343-5663 ‘ 6/6/91 14967 $27,733.00%%%%
i
]
PAY Twenty Seven Thousand, Seven Hundred Thirty three and 0/100------------w---
TOTHE

City of Scottsdale

| ORDER
o and AUTH SIGYATURES
Scottsdale Water Service Company p ww

rOiLgE?r nOLI3IOLIEON.  17Ew
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3.
- SCOTTSDALE WATER SERVICE C0.sxror o T
s - LTD. PARTNERSHIP - 1405
- 7. 16601 N. PIMA RD.r.602-951-0
- SCOT!’SDALE. AZ 85260 . a1 2/1221 ,'_:
? © . .o April 25 1991 I oL
PAY ) Lo . .
GRBER OF. Citv Of Scot [ 1$]23,478.53
Twenty- three thousand four hundred seventy-—elqht and 53/100 —————— DOLLARéj.
@Hmou VILLAGE OFFICE fz:s. R e K
PO Box29549 | .. . T
! Phoenix, Arizona 85038 & LT
FOR_Man.ag_e.menf Fee Refund=ii }
FDDDDLLDS#i"LEEIDDDEL"~?;f.leDmﬁgggm /V
4,
SCOTTSDALE WATER SERVICE CO.
LTD. PARTNERSHIP 1415
~ 16501 N. PIMA RD. 602-851-0913
SCOTTSDALE, AZ 85260 121221

teansg 0

#

PAY
Y soTHE C;_\_‘

_771.3__19_ﬂ

ORDER OF. LD SJ NA‘SAG)Q._
o

\_Jsgi!ﬁ

ol B,

T
’ o .
V‘/y’o \-)k-\cu\am:( il o }"g4mri/u:ﬁ @QM« -t’ 4r

DOLLARS

[
.. HILTON VILLAGE OFFICE (286)
@ P.0. Box 29548

“  Phoenix, Arizona 85038

FOR. C/)'

v ﬁd’ *
0000 L L5103 221000 LI

~_ ’
OiL0OmABLO 3N

14
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October 11, 1991

TO: : Mike Ashcraft, City Auditor

:FROM; Roger Kiingler, Assistant General Magagér

SUBJECT:  SWSC Audit ~ Management Response -

W R
T

16
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SWSC Audit -

‘Magagégént Response

The'City Manager in consultation with the City Attorneyg

17
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DANIEL CRACCHIOLO . STEPHEN E. SILVER BRIAN KAVEN

BURCH & CRACCfHOLO, PA.

ATTORNEYS AT LAW ) 702 EAST OSBORN ROAD SUITE 200 .
PHOENIX, ARIZONA 850]4 :’, A

JACK DANIEL KLAUSNER  LUPE INIGUEZ- ESP[NOZA BRAD S, OSTROFF (802) 274-76N

DARYL MANHART IAN NEALE - DAVID G. DERICKSON : ’ , .
EDWIN C.BULL . ‘BRYAN F. MURPHY . . LINDA A. FINNEGAN . FAX (6OR2) 234-0341
ANDREW ABRAHAM DONALD W. LINDHOLM  * CLARE H. ABEL R A

F. MICHAEL CARROLL DANIEL R, MALINSKI EDWIN D. FLEMING LT
RALPH D_‘HARRIS LARRY J. DAHL MARIGENE DESSAINT MAILING ADDRESS
MARTHA C: PATRICK J. BRENT WELKER . - DAVID M. VILLADOLID

BRIAN V. PEARSON THOMAS A. LONGFELLOW MICHAEL SALCIDO ! P.0. BOX 16882

EVE PARKS . . THEODORE A, JULIAN, JR. KAREN J. WILLIAMS )

. KAREN C PAUL JESSA LORONA . i N PHOENIX ARIZONA 8501!

. OF' COUNSEL '
FRANK HAZE BURCH
» DAVID J GERING

WRITER'S DIRECT Lt

er'11, 1991

(602) 23429931

‘Wlth the Clty over the baet fourJyears to'enhance operatlons ‘in the

future.

1. General Matters fi - “ B

With regard to certaln other aspects of the Prellmlnary Report
-- each of which is detailed below -- SWSC is extremely disappointed
and strongly urges their deletion or modification. "
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BURCH & CRACCHIOLO, P.A.

Mr. Mlchael L. Ashcraft
CITY OF SCOTTSDALE
October 11, 1991

. Page 2

_ After some general observatlons, comments on spe01flc aspectp‘of TS
' the draft June 6; 1991 letter to.you”from Trl Stem,.I ’ N L
are presented below, followed b "gy
and Observatlons“ sectlon and y
page’ references cited below
.-Prellmlnary Re ort Co

General Comments“

. S( hat’"gree
:ﬁobllgatlons under_the agre,
“jfour corners o:

‘ : ; g rcumstances surr u.
:fltems at 1ssue that SWSC performed 1ts*dut1es 3

*semploylng serv1ces of ‘an’ out: '
' billings of ‘thé Clty, by_re”r
”:turnlng over the b1111ngs anc
Wh

”itself and by
elate‘ﬁdocuments to the CltY;for its
the dllmlnarwaeportJ )

’ol” d 1mpract1cable.“

e Moreover, as far as SWSC's respon51b111t1es to pa’:any audlt
- fees that are incurred because“of the mistake ‘in blllrngs, it is
clear that the agreement requlres the 01ty to bear suc = '
sectlon 5.8 ‘of 'the agreement ) 'This : ‘is espec1a11y app Pr o
this case where’ SWSC had absolutely,vo say .in what audlto” was hire
and no say in the b1111ng arrangement:which was reached'ﬁetween Trl_“
»Stem and the c1ty. As more spe01f1cally dlscussed below.fthe fees
charged by Tri Stem do not correlate to usual audlt? r"t,ces and
since they are contlngent in nature and based on ‘a percentage of
recovered amounts, bear no relatlon to reasonable and customary fees.
Even if the Tri Stem fee arrangement was a customary one, ‘the P
magnltude of the actual fee paid by ‘the City could have been greatly
reduced if the Clty -had 1nst1tuted such audit in a moreiflmely
fashion, i. e., in the flrst year rather than the fourth year of EOS
billings.
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"expendltures 1t would in r in

' merlt :

::to note‘that the terms'

_amount of .reimbursements recovered by Tr;
EOS bllllngs for such varlable costs of power and chemlcals.

BURCH & CRACCHIOLO, P.A.

Mr. Mlchael L, Ashcraft
CITY OF SCOTTSDALE
October 11, 1991

Page 3

‘Givén the above legal and factual framework SWSC intends to
v1gorously defend agalnst any ati fpt on the. part of the Clty to
press a claim: agalnst SW gfor relmbursement.of the Trl Stem audlt
fee. : We, frankly,\do not understand how the ,lty could justlfy the
'a claim- of such questlonable :

Also on page 3, jlt

;perlodlcally lnspect and copy the accountlng and'othe ¢

records of EOS: related to ‘the varlable costs, 1nclud1 g the computa- :
tion of chemical :and” power cost . sav1ng ind baseline” budgets, for the
services prov1ded under thls Agreement P_ "'1t§turns out, .the full
em relate exclus1vely to

, Moreover, in order to prov1de an accurate descrlptlon of the ,
consolidated serv1ce fee invoice prepared monthly by SWScC, ‘the ": [4]
description in paragraph three, page 3, should be restated as ‘ B
follows: "This invoice included a Base Fee comprising bond interest,
bond principal, 11qu1d1ty fees, and miscellaneous financial fees, and
an Operating Fee compr1s1ng EOS contract b1111ngs, management fee,
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~ground lease, 1nsurance, and admlnlstratlve expenses."' Also on page ;f
" 3; the descrlptlon in’ paragr”phs flve and . six of ‘the payment formula -

T < W W, RS -~ G | e Y, St v— L

BURCH & CRACCHIOLO, P.A.

Mr. Mlchael L. Ashcraft

CITY OF SCOTTSDALE : -
October 11, 1991

Page 4

in. Exhlb;t B .of the O&M Agreement falls to mentlon securlty,:whlch 1s(?
a thlrd lement in, the pa- : a » O :

acts are not ‘usu
.rence.; To stat"

“.tion of ‘the’ var", abl"
age 4 prov1des a‘c ear

Also on’ page 4 the st tement An. paragraph four that Trl Stem 18]
was unable (except for the example cited) .to find: any reference to an o
allowed markup. ignores,the" sfact that Table A of _xhlblt B ‘to the o&M
Agreement ‘clearly states that both the Fixed. and'Varlable Prices .

include overhead ‘and proflt (1, e.; markup) . Since’ there does not

appear to be any questlon that such Varlable ‘Prices are for chemlcals

and electr1c1ty,_the Table A reference to 1nc1u51on of .overhéad and

profit is an obvious reference to an allowed markup of chemlcals and
electrlclty. This holds true when ‘the methodology of ‘Exhibit B is

applied ‘to adjust the Variable Pr1c1ng for .future b1111ng perlods..

Such methodology utilizes actual costs to compute ratios or indexes

that adjust the orlglnal Varlable Prlclng, inclusive of overhead and

proflt for future bllllngs.
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- carried forward 1nto subsequ nt bllllng ‘periods b
‘contractualébllllng proced h

BURCH & CRACCHIOLO, P.A.

Mr. Mlchael L. Ashcraft
CITY OF SCOTTSDALE
October 11, 1991

Page 5

An allowed markup ig§ cl arly part of the orlglnaljgdﬁﬁﬁ
Pr1c1ng of chemicals and .&le ricity and’ ‘this allowed arkup 1s i

2ds ;. et r quent E
nt, perlodlc:meetlfgs wv_h EOS

?»aActual performance of; t CAP Plant in meetlng the C1ty ¥-] needS’

;for treated CAP water has béen outstandlng and ‘the’ phy51cal plant As

belng malntalned in excellent .condition, both of ‘which ' ‘Speak hlghly
about the admlnlstratlve efforts of SWSC. i As a partlcular case in
p01nt durlng a two month pe! od.early in 1991, when ‘the ‘water .
delivered by the CAP canal W of . extremely ‘poor: quallty,_every CAP
water treatment plant in ‘th alley (1nc1ud1ng those operated by ‘the

=01t1es of Phoenix, Mesa and: Glendale) was shut down The efforts of

SWSC and EOS were such that the CAP Plant serving the Clty was able
to contlnue operatlons w1thout 1nterruptlon. :

;: Moreover, addltlonal functlons carried out by SWSC in 1ts
management of the CAP Plant" 1nclude preparing monthly service fee
invoices (the elements of which wére outlined earlier); bookkeeplng
for some $3.0 million in annual revenues and expenses, tracking and

[10]
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BURCH & CRACCHIOLO, P.A.

Mr. Michael L. Ashcraft
CITY OF SCOTTSDALE
October 11 1991

Page 6

:arranglng for the payment of varlous 1nv01ces apart from EOS 1nvolces :

under . the :0&M Agreement worklng with the ‘Trustee: (Valley?Natlonal

Bank) to. carry .out the terms of sthe . Trust Indenture, coordrnatlng the’::__.,A
iccountant’ regardlng ‘the preparatlon and L

ts_and federal: and stat' tax '

iClty-»staff to reduce the"

City to" vendor 1nv01ces.g.Con51der1ng the fact that management fees
retalned by SWSC during ‘thé périod in questlon were fixed amounts (as
1ndlcated -above) ; SWSC would ‘not and," in"*fact, ‘did :not: beneflt from
any overcharges by EOS. . .It’ "suggested that .the ' 1ast sentence in
paragraph two on page 5 bé’ deleted e} of be restated as. follow- Mmstaff
apparently assumed that SWSC bllllngs were correct " .5;

Paragraph three on page 5 should be deleted in 1ts entlrety.
This paragraph is a combination of speculatlon and misstatement:

With regard to the assertlon that a lack of documentatlonvwas offered -

by SWsSC, all b1111ngs by ‘SWSC to the city were accompanled by
detalled backup invoices ‘and related materials and any requests made
by City staff for addltlonal documentatlon were satlsfled ~ To state
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BURCH & CRACCHIOLO, P.A.

Mr. Michael L. Ashcraft
CITY OF SCOTTSDALE
October 11, 1991

Page 7

that Clty staff was unable to: adequately rev1ew bllllngs or to R
‘.reconstruct costs due to lack :of documentatlon supplled by SWSC .is
5.51mp1y untrue. Also, to: speculate on a "perceptlon" by .EOS, in - .
ﬁrelatlon to its bllllng docum ntatlon does nothing more than to urge
: the reader to draw rand nd seless conclus1ons.*~ &

;MHM S calls for ai, :
SWSC :Stands ready tO C 3

s ¥ d b ' 2xthe problems“e'u” - :
.‘date have been llmlted to the.jverly complex b1111ng\'ethodology et
ljforth in Exh1b1t B,q Unle?t: here:are many prov151ons_,fgj tic

gested that the "co]:;lplet e
FB°= Wlth regard to: Rec‘

on No. -3, any. changes ‘to the! h1r1ng offgf
s1stent w1th SWSC's_obllgatlonsﬁunder

. As 1ndlcated earller SW > is eager to 1mp1ement constructlve
. and feasible recommendatlons that are in‘ the best 1nterests of the
'_Clty of Scottsdale and’ that w ‘ld enhance the level of serv1ces o
3prov1ded by the CAP Plant - %

Iv. Summary of Flndlngs and Observatlons

Slnce this sectlon of the Prellmlnary Report appears to be based
largely upon the contents of the draft June 6, 1991 letter to you
from Tri Stem, it is assumed that this sectlon will be modified to
reflect any modlflcatlons to the Tri Stem letter. ‘In any event, some

' addltlonal comments are offered as. follows.: I S

On page 1, the openlng sentence 1ncorrectly refers to 1986 .as
the date that the City contracted with SWSC. The correct ‘date is:
1984, or more spe01f1cally December 18, 1984. Also on page 1, the
statement that "this recompense was recognlzed as payment for
economical and effective serv1ces... ", followed by three phrases
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BURCH & CRACCHIOLO, P.A.

Mr. Michael 1. Ashcraft
CITY OF SCOTTSDALE

- October 11, 1991
Page 8 - i

1

:quoted from the Serv1ce Agreement, presents a conclus1on that is not
: supported by the. quoted phrases nor by. anythlng else 'in the Service
Agreement The 7 . 5% management fee pald by the. Clty is for two

’annual cash return for 1ts equlty est
- »Ssaving ‘the Clty more ‘than:$100, 000 per: 3
E costs,f Inc1dentally,‘dur1ng the' perlo"
¢ audit,. approx1mately $350 000'1n'1nt,"
iv01ty n this . regard. This: rconipares ‘to ito
) 1mately $276, 172 pa1d by ‘the .City ‘di
e accordlng to Trl Stem. f R

TN W | P S—— | IR — W o—— G ee— 1

%Ssupport and 1s 51mp1y 1ncorrect : (

. firm to rev1ew contract bllllngs to. he ' ‘

”*an "attestatlon“ ‘such profess1ona1§se e btalned by SWSC
“not to attest to or. .guarantee any partlc_,ar'resultgbut as a prud"nt y
step- to: carry out 1ts obllgatlons under :the,K O&M Agreement and ‘as’ part'i;
of SWSC{s overall process in meetlng 1ts bllgatlons under the
fagreem :t. : . Sy , ‘ L

t On page 2 at the end of the second paragraph 1t reads.g, , ‘
“_‘“' the cost of determlnlng thls erro 11 on the c1ty because .
. H'rs;lack of d111gence."' Also on: page’. nd-presented as part

of recommendatlon ~one, the follow1ng phrase is included: "~ w..,.:

' realized ‘by the City caused by SWSC's lack .of ;llgence.ﬂi: :
stat“ments reflect two faulty findings: 1 hey.include, erroneous
:allegatlons that SWSC .did not . .act dlllgently#_h accordance with the'
Service Agreement and (2) they ‘draw:the’ Aincorrect conclu51on that

_there is a causal: connectlon between SWSC's actlons and_t' Clty's
E1ndependent deallngs with Tri. Stem. Any such conclus1on ‘without
merit:and is in direct confllct with the legal prov151ons and factual
01rcumstances governlng thls 1ssue.q [T

_ The fact that SWSC's and the C1ty s normal invoice rev1ew-
procedure did not uncover the overcharges by: EOS under the O&M
»Agreement is regrettable. .However, given the hature of the over-
charges and the extremely complex contractual provisions governing .
computatlon of such billings and adjustments, no amount of diligence
reasonably exercised by SWSC or Clty staff would necessarlly have
identified the problemn.. What was needed ‘in this instance was a
detailed audit specifically directed at the computations and bllllngs
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BURrRCH & CRACCHIOLO, P.A.

Mr. Mlchael L. Ashcraft
CITY OF SCOTTSDALE
- October 11, 1991
. Page 9

.under the O&M Agreement Such an audlt 1s not requlred as a matter
of dlllgence in SWSC's admlnlstratlon of the O&M Agreement :

‘Sectich 3.11 of ‘the oM Agreem

As 1nd1cated earlle_,
D€ " may. audlt varlable costf

: . prov1des‘
;that the ‘City. Mat .its: od

_?fthe cost of»audlts{
';@deflnedgln Article -

A - [15]
gdlfflcult'to see . ho:

- uCity,:iThe. Clty,v _ g C
;arrangement with TrlASte 'er than a’ o)
" ment based on reasonable compensation for ual
.“event, SWSC had no part’ n making this arrangeme
;otherw1se cause thel i ’

T : _ : E ] ns sectlon Wwill

jalso result in approprla dlflcatlons to your proposed transmlttal

 létter 1ncluded as (i) th ugh (111) in ‘the: Pre11m1nary € rt
addltlon, ‘it is requested that the’ 1n1t1al ‘sentence . th Executive
Summary . be modlfled to separately 1nd1cate the: overcharges;by SWSC ‘
and by EOS rather than show1ng a comblned total :.Such ¢ amounts would
be :$26,456.55 (1nclud1ng 1nterest) in the ‘case of SWSC: and $340 780 °
(1nclud1ng 1nterest) in the™ ‘case of EOS; :This would make | thlS K
sentence both con51stent Wlth .the coples of checks presented in

‘ Appendlx C and w1th the sentence that follows 1t. .

B

The flrst sentence in the thlrd paragraph of the Executlve
Summary should be deleted as per earlier comments relatlng to .the
lack of any connectlon between SWsSC's " d111gence and the City's audit
costs. To the extent that the Executive Summary 1ntroduces a new
concept based on "1nadequate" admlnlstratlon efforts, such :
characterlzatlon is not correct. The failure of SWSC to identify
overcharges by EOS resu1t1ng from an admlttedly complex and difficult
to comprehend billing methodology hardly amounts to inadequate

-admlnlstratlon.
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Mr. Mlchael L. Ashcraft
CITY OF SCOTTSDALE

October 11, 1991 . e
Page 10 o . : : L % : _ B

In fact as 1nd1cated on page 4 of the Prellmlnary Report apart o
from the EOS bllllng problems, ‘a grand total of $810 in SWSC bllllng L
errors was, 1dent1f1ed by - Trléstem.¢ Such bllllng errors, s SN
ones relatrng d1 ectly to.SW"C' -a¢ '

1i
1. s]for payment by: ,' ;ty.‘ aken
8.0 mllllon of “SWSC billings complled
ubject time’ frame, ‘such- $810 '
appear tr1v1a1 hd reflectlve of xcellent

0" ] ; \met it
1th regard to EOS bllllngs under ‘the

duties of 'SWSC.

» ; 1ty,_the bllgatlon
~ SWSC .under its ! 1ted partn shlp agreement ‘Wwith Ford Motor
“Company must be’ aken into count 'in .any..such . chan e
not feas1b1e under the current agreement to transfer ¢
bllllngs, as 1ndlcated on page, (111), and 'e do not ; derstar
- note on page (111) that concludes that such .a’ transfer " [
'e11m1natesﬁSWSC's 7.5% related management fee. "l'As‘indi'
;°ar11er, the 7. 59 management fee paid by’ the C1ty go"'towards two :
items: . (a) SWSC management fees, .and (b) ;-annual cash;dlstrlbutlons{%
to Ford Motor Credlt Company. Also as 1ndlcated earller, the .. |
,management act1v1t1es of SWSC address many areas in. addltlon to- the
- review and compllatlon of EOS bllllngs. :The 7. 5% management fee g
sahnot be ellmlnated by any un11atera1 actlon by the Clty. :

, Representatlves of SWSC ‘are avallable to meet w1th you and w1th
- 'epresentatives of Tri Stem to further dlscuss the contents of the
Prellmlnary Report and the comments prov1ded above.

Slncerely,

Edwin D. Flemlng
For the Firm

IDF:dls
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City Auditor Comments on Burch & Cracchiolo Letter

[1] diligence -
1. Persistent
.applicatioi to ome's
work: assiduous effort
2. Careful attentlon

v diligent - Marked by
T perseverlng, pa1nstak1ng" - R
. fThere may be a high degree of d111gence

ifr effort' ASSIDUOUS

Websters Q.:II New sze(szde':.

;f Umverszzy Dtcz‘lonary 1984

'ﬁreasonable ;

. particular c1rcu1nstances not measured by any A
.. absolute : standard,’ but dependlng : on th o
Vrelatlve facts of the spec1al case. .

Diligence - Vigilant activity; attentiveness;
or care, of which there are infinite ~shades’;.
from the slightest momentary thought ‘to thé
most vigllant anxiety. ' Attentlve and_,

"persistent in doing a thing; steadlly applled

active; sedulous laborious; unremlttlng ;
untlrlng

common degree of diligence, and - a slrght»

degree of diligence; with their’ corresp' ding .
' degrees ‘of negllgence

1ndeed of any prudence at a11 take of their
:_own concerns ; : !

and prudent ;:f‘-man under

Extraordlnary dJ.llgence That extreme measure '
 of care and caution which persons of unusual

prudence and clrcumspectlon use for securlng'

and preserv1ng thelr own property or ri ghts

: Great diligence. Such a measure of care,
prudence, and assiduity as persons of unusual
':prudence and discretion exercise in regard to

an}r and all of the1r own affairs, or such asi
persons of ordlnary prudence exerc1se in
regard to very important affairs of the].r own.

‘, High diligence. The same as great diligence.

Low diligence. The same as slight diligence,

Necessary diligence. That degree of dlllgence
which a person placed in a particular
situation must exercise in order to entitle
him to the protection of the law in respect to
rights or claims growing out of that
situation, or to avoid being left without
redress on account of his own culpable
carelessness or negligence.
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City Audltor Comments
Page 2 :

Ordinary diligence is that degree of care
which men of common prudence generally
exercise in their affairs, in the country and
the age in Whlch rhey 11ve.

Reasonable dlllgence A falr proper and due
degree of care 'and act1v1ty, measured with
reference to the partlcular c1rcumstances' A
. such dlllgence care or attention as m1ght‘bei7?75<
=expected from a h of ordlnary prudence and
»ﬂact1v1ty y

;'_Spec1a1 dlllgencj :The‘measure of dlllgence,

s

lve"sedulouS'“

7c;rcﬁm$tageeefo!zthe 51tuat10n w111 permlt

i

- Black’s Law Dictionary with Pronunciations (5th Ed) 1979

o P
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October 2k, 1991 |

igngchael_Lv.Ashcraft CIA *CFE

;Clty f Scottsdale : :
3939° Civic _Center Boulevard ‘
"Scottsdale AZ 85251 TN

ear.Mr. Ashcraf t:

prepared

The follow1ng comments  are

as requlred by the contract
1nventory amount Whlch had be'
fcalculatlons Peas

. 3) vParagraph 5 - Reference 1s to paragr

"¢ letter).’ There is nothing in Tri-Stem‘s _ Xs o
1ncorrect Addltlonal information prov1d'_ by Mr Fle 1ng‘;slmp1y S
touts the range of hls cllent - dutles whlch are not an 1ssue

[5j:‘f:;APAGE &, Paragraph 1 - Statement that securlty s a thlrd element 1ni .
. ¢ 'the payment formula is factually ‘incorrect. Securlty charges are;’
billed as a separate element outside of the formula (This ppears to .

‘be as a result of mutual agreement between EOS SWSC and ‘the : Clty
several years ago.) - : ' :

foj , PAGE 4. Paragraph 2 - Reference is to paragraph 1, page 4 (Trl Stem's
letter). Reference to Camp, Dresser; McKee W111 be : removed and:
substltute will read "EOS and rev1ewed and approved by SWSC and the
Clty v :

ACCOUNTS PAYABLE ANALYSIS

7543 BosqueBlvd., Suite H » Waco, TX 76712 « 817-776-2030 + 1-800-234-7937 » FAX 817-776—4290
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[7]

[8]

191

T

»'l to read "In acco"'dance with ‘the contract“. . i

PAGE 4. Paragraph 3 - Reference is to paragraph 3, page 4 (Tri-Stem's

) letter) We will remove the comment, "The reason for the error was not

determlned. "

PAGE 4 Paragraph 4 & PAGE 5, Paragraph 1 - Reference is to paragraph
4, page 4 (Tri-Stem’s letter). We will .amend the second sentence in
our paragraph to read as follows , : :

. "We are unable to find any clear reference to : any
allowed markup percentage except for an example W

é ,SPAGE 5, Paragraph 2 - How SWSC dlsposes or spends the 7. 5% management o
‘ ,.ifees pald for services and the range of SWSC s dutles are not issu
“this ‘report. - :In: response to the ob_]ectlons and comments made y

-gFlemlng, we w111 modlfy Tri-Stem’s second sentence on p_\

read as follows :

"To some extent 'the inability to reconstruct costs
. and/or to adequately review b].lllngs is ‘attributed to -
‘. a lack of documentatlon offered by EOS (as routed .
through SWSC to the c1ty) ‘Lack:of docu.mentatlon was
~ also a serlous : 1mped1ment to . completlon of our'
. review.

:?PAGE 6, Paragraph 3 = We have modlfled “Tri-Stem’ s comment "Staff

apparently relied on SWSC's 1nd1cat10ns that bllllngs were correct“ :to
read "Staff apparently assumed that 'SWSC bllllngs were correct * In,

response to comments regardlng what was relied upon, and the degree of

care taken by SWSC ‘and "diligence" as deflned the follow1ng is
prov1ded

a) ANY serious attempt to reconstruct’ bllllngs prov1ded by EOS (after
adequate documentation was requested and provided) would have
indicated a questlonable markup percentage and any recalculatlon of
rate adjustments would have uncovered an 1ncorrect allocation of-
fixed electrical costs. Co

b) SWSC’s CPA submitted a bill dated December 15, 1987, for services
described as "Audit of EOS Billings." This bill was approved by
SWSC and sent to the City for payment.

Comment that "SWSC would not and, in fact, did not benefit from any
overcharges by EOS"..... The writer’s indication that SWSC kept only a
fixed amount of the management fees charged is completely unrelated to
the fact that a 7 1/2% management fee was charged on the entire amount
of EOS billings which varied from month to month, To the extent there
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[12]

[13]

[14].

“ flrm to review contract b1111ngs to the
p attestatlon" 1gnores the fact that atf
was presented by SWSC's CPA as serv1ces £ r
"PAGE 9, Paragraph 3 Audlt costs are not 49% o

:'report ‘the redeemlng q'lllty of this fee arrangement is effectivéness '

" in this case yle:ded nothlng

':Srncerely,’

was an overcharge by EOS, the management fee of 7 1/2% applled by SWSC

‘on that element of the bllllng is .also an overcharge. To conclude

otherwise ignores the fact that SWSC has willingly. refunded $26 456.55
to the city.

PAGE 7, Paragraph 2 - We will consent to removing the last sentence of,

. paragraph 4,.o0n page 5 (Trl Stem s report)

PAGE 7, Paragraph 3 - Ve w1ll consent to change of recommendat1on 1 tok
.. read "Exhlblt B of the contract betweenfSWSC and EOS '

s employment of a 1oca1 CPA%
1ty -was not represented as'an g
east=one bllllng for,é" 3

PAGE 8, Paragraph 2 Indlcatlon that SW

but rather 49% of overcharges recovered Although 1mmater1a1't0»thls}.

and results as ¢ ared to ‘the fees pald on a rate and hour baslA

' We trust that these comments are useful% n resolv1ng'the obJectlons asi
" raised by Mr, F1em1ng of Burch & Cracchiolo ; 50’
:-gof the prellmlnary report If we can‘a551st further 1n thls regard
g please contact us. : : P

, P.A. to Tri- Stem' p:r' on .

i Pres1dent
Tir- Stem, Inc.
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